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A T  A  G L A N C E  

• Macroeconomic data indicates that 
the strong recovery from the 
collapse in Q2 is continuing. 

• For many economies, Q2 GDP 
contracted more than at any time in 
the post-WWII period, but the 
rebound to date has been strong 
and generally better than expected. 

• The Q2 earnings season, while 
posting a 40% drop in profits year-
over-year, has produced an 
unusually high proportion of 
positive surprises.  

• Some new trends have developed, 
most notably weakness in the US 
dollar and better performance from 
the more economically sensitive 
areas of the market. 

• Inflation expectations have 
recovered to levels seen before the 
COVID crisis, pushing real yields to 
near record lows. 

• We do not see a major turning point 
but there could be a broadening in 
participation in the recovery beyond 
just technology and the obvious 
beneficiaries from the pandemic as 
real interest rates stabilise. 

• We are expanding and rebalancing 
our equity exposure to increase the 
proportion held in higher-quality 
cyclical businesses and reduce the 
interest-rate sensitivity of the 
portfolio. 

• We are also looking to take profits 
in our gold position if the price 
moves back above $2,000. 

• Risks are centred around the lack of 
renewed stimulus in the US and a 
possible slowing in the economy in 
Q4, US presidential elections and 
the associated volatility in relations 
between the US and China. 

M A RK E T  P E RS P E C T I V E S  

Macro environment 

July saw further evidence of a sharp 

initial rebound from the trough in 

activity in the second quarter as 

lockdown pressures eased.  

Purchasing manager indices (PMIs), one 

of our favourite and more timely 

economic indicators, showed another 

move higher for both the manufacturing 

and the non-manufacturing sectors in the 

US and Europe to levels associated with 

robust growth. However, we would note 

that these surveys measure the 

improvement of conditions month on 

month, so respondents are comparing 

current conditions to the recent, very 

depressed levels of activity and actual 

output still has far to go to reach prior 

peaks.  

Other more lagging macro indicators 

show a similar picture of a rapid rebound 

in growth. Industrial production in 

Europe was up by 8–9% in July. 

However, the year-on-year picture still 

shows a loss of more than 10% in 

output.  

Second-quarter GDP reports confirmed 

just how deep a recession most 

economies had suffered. US GDP was 

down over 8%, Germany contracted by 

Figure 1: Multi-asset strategy (sterling moderate risk) 

Performance (%) Periodic returns (%) 

Source: Saranac Partners.  
Performance figures from inception (28 September 2016) are based on model portfolios, simulated from 
a full record of trading decisions and execution levels are readily available for review. Dividends have 
been included on an accruals basis. All performance is shown exclusive of fees. 
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10% and Europe by 12% overall. The 

UK fared the worst, experiencing a 

20.4% drop in GDP – the worst 

outcome since WWII. 

Economic surprises are still leaning to 

the positive side, especially in Europe, 

but we expect the pace of recovery to 

moderate as we move through the third 

quarter, in part due to the more difficult 

comparisons on a month-on-month 

basis. But we also acknowledge that 

progress in opening economies up and 

reversing the restrictions of lockdown 

has been uneven and slower than first 

hoped, particularly in the US but now 

also in parts of Europe and countries 

such as Australia. 

The US dollar has been particularly weak 

since June, falling some 10% against a 

basket of other currencies, and has 

emerged as a significant new macro 

theme. The difficulties containing the 

virus in the US and the consequent 

slowing in efforts to reopen the economy 

has seen the macro momentum of US 

data slow relative to other parts of the 

world, and this may have put pressure on 

the dollar.  

Furthermore, the scale of fiscal stimulus 

will see deficits in excess of $3.7 trillion 

this year in the US and could be close to 

$5 trillion depending on the outcome of 

the current negotiations on another 

stimulus package. The size of these 

deficits may well be weighing on the 

dollar at the moment, but given that the 

US is far from being alone in running 

large fiscal deficits as a result of the 

pandemic, we do not foresee a sustained 

fall in the dollar and expect it to stabilise 

in the near term. 

Scenarios 

Our scenario analysis showed little 

change from June and we continue to 

rule out the possibility of a sharp V-

shaped recovery. Slow normalisation 

remains the central case but there was a 

modest increase in the possibility of 

greater bumps in the road to recovery 

and a more extended slump in output. 

Corporate earnings 

The second-quarter earnings season 

presented another positive surprise for 

markets as over 80% of US companies 

beat earnings expectation, a record 

proportion.  

That’s not to say that earnings were 

strong. On average, US profits fell 40% 

year-on-year, their worst performance in 

over 10 years. However, investor 

expectations had been set at low levels 

after the first-quarter earnings reports 

and these proved to be overly 

pessimistic.  

Companies have clearly managed their 

profit margins and cost bases carefully as 

revenue growth failed to surprise to the 

same extent as earnings, with fewer than 

60% of companies beating revenue 

forecasts. 

European earnings suffered an even 

greater fall of over 70%, in part because 

of the greater exposure to problem areas 

such as financials, energy and auto 

manufacturers, while the ability of 

European management to generate 

positive surprises was also somewhat 

lacklustre, with less than 60% of earnings 

reports beating expectations.  

The positive impetus from US earnings 

helped the US equity market make 

further gains over the month, but 

progress was more limited in other 

regions.  

The pre-eminence of technology, 

healthcare and internet businesses in the 

US has been an important factor in 

driving the outperformance of the US 

market overall relative to the rest of the 

world, and July was no different. Indeed, 

while the S&P 500 is now only down 1% 

or so from its prior all-time high in 

February, just six stocks (the FAANGs 

of Facebook, Amazon, Apple, Netflix 

and Google, plus Microsoft) have 

contributed a gain of 4%, while the other 

494 stocks were down a little over 5% in 

that time (figure 2). Such concentration 

of performance in the hands of so few 

companies is not a helpful environment 

for sustained gains in the equity market 

overall. 

Regions where tech is less prevalent have 

been more rangebound and European 

markets were down on average in July, as 

were Japan and the UK.  

Inflation and bond yields 

We strongly believe that the impact of 

COVID-19, in the near term, will be 

deflationary due to the collapse in 

demand and surge in unemployment.  

However, we recognise that there is an 

important debate to be had about the 

longer-term impact on inflation of both 

supply chain disruption and the need to 

re-tool more local supply chains, as well 

as the sheer scale of fiscal stimulus 

currently being applied to the global 

economy.  

In the meantime, central banks have laid 

out their policy in clear terms and there 

is a very low probability that the major 

ones will be raising interest rates until 

late in 2022 or beyond. Indeed, investors 

now expect central banks to tolerate 

higher inflation in the immediate future 

Figure 2: FAANGS vs S&P500 
The outperformance of the FAANGS relative to the S&P500 has been dramatic so far 
this year. 
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than would otherwise have been the case, 

such has been the difficulty in achieving 

the 2% inflation target over the last 

decade. Certainly a higher level of 

inflation in future would help 

governments inflate away some of the 

massive debt burden currently being 

accrued. 

This may help explain why long-term 

inflation expectations over the past three 

months have been steadily rising and 

have now recovered to levels seen pre-

pandemic, having rebounded from the 

lows in March of just 0.6% to 1.6% 

today, despite the deflationary forces 

currently in play. 

While actual bond yields have remained 

anchored at very low levels, this rise in 

inflation expectations has been a key 

determinant for market performance in 

recent months. The real yield offered by 

government bonds, that is the nominal 

yield less the expected rate of inflation, 

has fallen dramatically as nominal yields 

have been static but inflation 

expectations have risen. Whereas in late 

2018 real yields were priced at around 

+1%, now they offer -1%. This has had 

important consequences for a number of 

asset classes. 

Gold was a standout performer in July, 

rising over 10% and blowing through the 

magic $2,000 barrier in early August to 

set new all-time highs. Negative real 

yields have historically provided a very 

positive backdrop for gold prices and so 

has proved true again, with a tight 

correlation between gold price 

appreciation and the fall in real yields 

(figure 3).  

Assets with particularly long lives, or 

long duration, have also benefited 

disproportionately from this fall in real 

yields. Gold is one such asset, but large-

cap growth stocks would be another 

obvious beneficiary, as would 

infrastructure. 

We think it is important to note that real 

yields, at -1%, have now fallen to the 

lowest levels since 2012 during the 

eurozone crisis. We believe they are 

unlikely to fall further. This could have 

consequences for the degree of 

outperformance enjoyed by growth 

stocks, in particular technology, and cap 

further gains in the gold price.  

Risk appetite 

Our risk appetite sits slightly below par 

at the moment as we factor in the risk 

that the macro momentum fades later in 

the year and COVID-19 disruptions 

escalate.  

Furthermore, the US presidential election 

has the potential to unsettle markets as it 

could see the rhetoric against China step 

up a notch or two with implications for 

trade and further tariffs. A Biden win 

looks probable, for the time being, and 

while this may be positive for global 

relations it could be difficult for financial 

markets given the likelihood of tax 

increases, greater regulation and fiscal 

spending under a Democrat 

administration. 

More immediately, the need to extend 

the stimulus programmes in the US to 

help offset the impact of lockdown is 

imperative, but a deal in Congress seems 

far away. Further delays could do 

material damage to the prospects for 

sustained recovery in the US economy 

and see negative revisions to growth 

forecasts into year-end. 

On a more positive note, any progress 

with regard to a vaccine would likely be 

taken well by the market and could be a 

catalyst for a broader participation in the 

recovery. Sectors somewhat left behind 

in this rally, given their economic 

sensitivity and more depressed outlook, 

would likely benefit the most from the 

prospect of a more normal economic 

environment in 2021. 

 

Figure 3: Real yields vs gold 
The correlation of gold and real yields has been strong over the past three years. 
 

 
 
Source: Saranac Partners. 
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Figure 4: Multi-asset strategy (sterling moderate risk) 
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A S S E T  A L L O C A T I O N  

Equities 

We continue to reshape the equity 

component of our portfolios. Having 

tilted our equity allocation toward 

growth stocks in the past, we are now 

rebalancing that tilt to include a greater 

degree of cyclical exposure, although still 

with an emphasis on high-quality 

companies with the strongest balance 

sheets.  

We have enjoyed the benefits of having 

large overweight positions in the 

healthcare, tech and internet sectors, but 

recognise now that the valuation picture 

discounts a lot of good news. In 

addition, if we are right in thinking that 

real yields are unlikely to fall further, this 

may bring better balance to equity 

market performance. 

We are looking to introduce best-of-

breed names from areas of the market 

which offer greater economic sensitivity 

and where the impact of the pandemic 

has been more dramatic and the path to 

recovery is longer, but clear. These 

would include sectors such as hospitality 

and casinos, discount retail stores, 

robotic manufacturers and construction.  

As a result, we would expect our equity 

allocation to rise modestly, but the 

reshaping of the underlying exposures is 

the primary objective. 

Alternatives 

Gold has enjoyed a tremendous year and 

is up 27% in dollar terms year to date. It 

has benefited enormously from the drop 

in real yields, as well as its safe-haven 

status and concerns about the potential 

debasement of major currencies as fiscal 

deficits spiral and central banks monetise 

those deficits. 

However, we believe that increasingly 

negative real yields have been the most 

important factor and so we are looking 

for the opportunity to take profits in our 

gold position as this key driver may have 

run its course for the time being. We are 

targeting gold prices around the $2,000 

to $2,050 level as a good point to lighten 

our positions. 
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